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TAXATION: A MEANS TO MANY ENDS
Without attempting to present a case for or against the

efforts to

use

federal

income

taxation

powers for many ends, the author discusses goals sought to be achieved beyond the primary function
of financing government activities.

Ula K. Motekat, CPA

Denver, Colorado

At the present time when millions of people
in this country—and quite a few in other coun
tries—are debating the merits of our newly
enacted surtax legislation, it is appropriate to
examine the many ends pursued by federal
income taxation in the United States. Of all
the many taxes our various governmental
entities levy, federal personal and corporate
income taxes are undoubtedly the most impor
tant ones, because they constitute the single
most important source of government revenue
amounting to almost half of total taxes col
lected,1 and because they affect the pocket
book of virtually every citizen and every
business.
If the question is asked: what is the purpose
of taxation? the most frequent answer will
probably be: the financing of government ac
tivities. This answer was largely true in the
past and is still true for most state and local
governments. But in the realm of federal in
come taxation the amount of taxes to be
raised and the people and activities to be
taxed are now determined by criteria other
than the needs of the federal government.
Of the many ends of federal income taxation
only four will be discussed in this paper:
controlling the economy, equalizing income,
assisting selected groups, and punishing un
desired activities. None of these discussions
will be exhaustive. Instead, each part will
mention some well-known and some not so
well-known examples to prove the hypothesis

that federal income taxes are, indeed a means
to many ends.

Controlling the Economy
The concept of using taxes to actively
promote a stable economy and make full use
of all resources became popular only recently,
largely through Lord Keynes and his followers.
They theorized that taxes can aid in curbing
inflation and counteracting depression and
that steeply progressive rates can provide a
built-in economic stabilizer because they take
a higher percentage of income in times of
inflation when money wages are rising and
a lower percentage of income in times of
depression when money wages are falling.
In Galbraith’s words, “the tax works silently
and automatically on the side of economic
stability.”2
The first notable uses of taxes as economic
weapons were accelerated depreciation3 and
the investment tax credit.4 But the most im
pressive use of taxation as an instrument for
controlling the economy was, undoubtedly,
the Revenue Act of 1964.5 This act lowered
personal and corporate income taxes by about
$15 billion over a three-year period,6 but gave
such a stimulus to the total economy that
receipts from income taxes soon rose faster
than before the tax reduction.
In the years immediately preceding the tax
cut, collections from income taxes rose by
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mention federal gift and inheritance taxes
which also work in the direction of leveling
income and wealth by preventing the accum
ulation of large personal fortunes over several
generations.

about 5% per year. During 1964 and 1965
the rate of increase dropped to slightly below
5%, but since then income tax receipts have
increased at the rate of about 14% per year,
reflecting the growth in gross national product
brought about, at least in part, by the tax cut.7
The proposed surtax is designed to have
the opposite effect, i. e. to dampen the econ
omy and thereby to curb inflation. There
are many theories on the causes of inflation,8
but for the purposes of this paper it may be
simply stated that in our present state of
virtually full employment the demand for
goods and services increases faster than does
their supply. By raising income taxes every
body’s disposable income is decreased; there
fore his demand for goods is decreased, and
supply is given a chance to catch up with
demand. There is, of course, the danger in
any measure of this kind that demand will
be decreased so much that supply will exceed
demand, causing increases in inventories which
will lead to decreases in production and thus
to increases in unemployment.

Assisting Selected Groups
For some time the tax laws have favored
certain industries and groups. The ostensible
reason for this preferential treatment is that
such special considerations are in the national
interest. This may have been true at one
time, as in the case of the oil industry in the
1920s, or still be true, as in the case of farm
ers; but it would be foolish to assume that
Congressmen ignore the next election when
they debate income tax laws.
The percentage depletion allowance for ex
tractive industries10 is too well known to
merit special attention, but a few words may
be said about farmers. The most important of
the numerous considerations given to farmers
is the capital gains treatment for gains on the
sale of breeding animals.11 This provision
makes it possible for farmers to convert ordin
ary incomes into capital gains. If he is on the
cash basis of accounting, he can charge the
expense of raising breeding animals against
ordinary income, thus acquiring a zero basis
for his breeding stock and realizing capital
gains to the full extent of the sales price. Or,
if he has a basis in his breeding animals, he
can use one of the accelerated depreciation
methods, charge the depreciation expense a
gainst ordinary income, and increase his capital
gain upon disposition of the animals.
But the Internal Revenue Code not only
favors special industries, it also assists special
groups of taxpayers. One such group are
people over 65 years of age. Since 1948 they
have enjoyed a second personal exemption,12
and since 1954 they have been able to reduce
their taxes through the retirement income
credit.13 These two provisions14 reduce the
taxes of a single taxpayer with $4,000 of
adjusted gross income from $504 to $131 when
he becomes 65 years old. The Internal Revenue
Act of 1964 added another section which
exempts to a certain extent the gain from the
sale of a personal residence by taxpayers over
65 years of age.15
Another new feature of the 1964 Revenue
Act which is designed to help a special group,
in this case the low-income group, is the
minimum standard deduction.16 In 194217
the standard deduction of 10% of adjusted
gross income, not exceeding $1,000, had
been added to the tax laws.18 But in time
it became obvious that this deduction could
not be large for a taxpayer with a small

Equalizing Income
There is no doubt that federal taxes on
personal income have the effect of diminishing
differences in personal income and personal
wealth. Through the steeply progressive rates,
income after taxes tend to be less disparate
than gross income.
In defense of progressive income tax rates
three schools of thought have been developed.
The first is led by A. C. Pigou, the British
economist, who based his argument on the
diminishing marginal utility of money. In non
economic terms this means that the more
money a person earns, the less each additional
dollar means to him, the less he minds paying
income taxes. The second major school of
thought started with Lord Keynes and desires
to stabilize the economy, as discussed pre
viously. The third defense of progressive rates
is based on modern welfare economics and is
designed to reduce inequalities in wealth and
income. The foremost proponent of this theory
was Henry C. Simons, who stated that the case
for sharp progression must rest on the ethical
judgment that the prevailing degrees and/or
kind of inequality in income and wealth are
“distinctly evil and unlovely.”9
It is probable that all three schools of
thought on progressive taxation played a part
in the formation of the rate structure of the
Internal Revenue Code. And it is even more
probable that the last-mentioned defense, that
of social welfare economics, will in time be
come the most important one.
At this point it may be appropriate to
6

Code of 1954 the Senate Finance Committee,
basing its decision on the “desirability of foster
ing the work of such (occasional) inventors,”25
added Section 1235 which grants capital gains
treatment to the receipts for patents.
But preferential treatment can also be
accorded to very small, even exclusive groups.
In the area of itemized deductions for individ
uals, one interesting subsection allows the
deduction of special improvement assessments
if certain, rather stringent, requirements are
met, i. e. the district must cover at least one
county, at least 1,000 persons must be subject
to the tax, and the tax must be levied to retire
a debt existing at December 31, 1963.26 As
far as this writer knows only the Moffat Tunnel
west of Denver, Colorado, meets all these
requirements.
But the most famous, and the most restric
tive, example is probably the capital gains
treatment accorded to certain qualified pay
ments made to employees who, among other
things, have worked for one company for at
least 20 years and have had an employment
contract for at least 12 years which entitles
them to receive a percentage of the company
profits for at least 5 years after their retire
ment.27 The first person to benefit from this
liberal tax treatment and the alleged reason
for the enactment of the section was Louis B.
Mayer of MGM fame.28
From the above discussion it is obvious
that Congress is not only thinking of the
national welfare when it enacts special pro
visions to further selected industries, groups,
and activities. If further proof is needed that
politics enter into the formation of tax laws,
Section 4233, although not concerned with
income taxes, can prove the point. This pro
vision exempts from federal admission tax
inter-school athletic events if the “gross pro
ceeds from such game inure to the benefit of
a hospital for crippled children.”29 The con
clusion is inescapable that the Shriners had
something to do with the enactment of this
section.

income and a large family. For this reason
the new minimum standard deduction was
introduced in 1964 which provides for a
deduction of $200 per taxpayer plus $100 for
each exemption. This means that a couple
with four children can now have adjusted
gross income of $4,400, as opposed to $4,000
under the old law, before it has to pay any
income taxes.
Another group aided by existing income tax
laws are eleemosynary institutions. The de
ductibility of contributions to certain qualified
organizations19 effectively reduces the cost
of such donations and makes them therefore
more attractive to taxpayers. The fact that
contributions to political parties are not de
ductible for tax purposes has often been
blamed for the difficulties encountered by
politicians in their fund-raising activities.
Aside from assisting certain industries and
groups, the Internal Revenue Code also favors
some activities, the most important of which
is research and development. This activity
is furthered in two notable ways in that expen
ses for research and development can be
written off when incurred instead of being
capitalized20 and in that royalties and certain
other monies received for patents are taxed at
capital gain rates.21
The history of the development is interest
ing because it shows so well the working of
Congress. Under the Internal Revenue Code
of 1939 receipts from patents received the
same ordinary income treatment as did re
ceipts from literary and musical compositions.
In 1948 General Eisenhower’s book Crusade
in Europe was sold to a publisher in such a
way that the author realized capital gains
rather than ordinary income.22 The publicity
caused by this transaction prompted the pre
dominantly Democratic Congress to amend
Code Section 1221 in 1950 “so that the trans
fer of a copyright or similar property would
generate ordinary income even for the amateur
author.”23 And in 1952 this change in the law
caused a hardship for a Democrat, former
President Truman, who could avoid the high
tax rates only by selling his memoires on the
installment basis.24 In the Internal Revenue

Punishing Undesired Activities

For almost half a century Congress has tried
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to regulate conduct through tax laws, but it
was not until relatively recently that it became
successful when the Supreme Court began to
uphold some of its regulatory taxes. In order
to show the development of federal activity
in the field of meting out punishment, it is
necessary to look at some old laws, court
cases, and court decisions.
In 1919 Congress enacted a law levying
a 10% tax on persons employing child labor,
and in 1922 the Supreme Court of the United
States was called upon to rule on the con
stitutionality of this law.31 In its decision the
Supreme Court referred to the Tenth Amend
ment which reserves certain rights to the
states and stated that it could not uphold
laws violating the Tenth Amendment, even
though these laws are “designed to promote
the highest good.”32 The Court recognized
that, if it upheld this tax, it would open the
door to Congressional regulation through tax
laws of many areas over which the states
have jurisdiction. In declining to give Congress
that much power the Court stated that “the
so-called taxing act must be naturally and
reasonably adapted to the collection of the
tax and not solely to the achievement of some
other purpose plainly within state power.”33
In 1935 the Supreme Court was still of the
same opinion when it held a special additional
excise tax of $1,000, placed only on persons
who carried on a liquor business in violation
of state law, unconstitutional.34 But by 1953
the Supreme Court had changed its position
when it upheld the constitutionality of the

Wagering Occupational Tax.35 In its decision
it acknowledges the fact that the wagering tax,
as well as the narcotics and firearms taxes,
have a regulatory effect, but it also points out
that the tax does produce revenue. In uphold
ing the law the Court stated: “It is axiomatic
that the power of Congress is extensive and
sometimes falls with crushing effect on busi
nesses deemed unessential or inimical to the
public welfare, or, where, as in dealing with
narcotics, the collection of the tax is also
difficult.”36
From the above cases it is seen that the
Supreme Court sanctions Congress’ attempts
to extend its taxing power to regulating ac
tivities it considers undesirable. But not only
Congress is thus occupied. The Internal
Revenue Service is lending a helping hand
in prosecuting unpopular persons for income
tax evasion. The most famous case in this
respect is, undoubtedly, the one against Al
Capone.37 In a similar case, this one against an
extortioner, Mr. Justice Black specifically men
tions this trend in his dissenting opinion:
“Since it seems pretty clear that the Govern
ment can never collect substantial amounts of
money from extortioners, there must be an
other reason for applying the tax law to money
they extract from others. The Government’s
brief is suggestive of the only reason that oc
curs to me—to give Washington more and
more power to punish purely local crimes such
as embezzlement and extortion. Today’s deci
sion illustrates an expansion of federal criminal
jurisdiction into fields of law enforcement here-
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aluminum industry, there is no doubt that
it was in his mind.

tofore wholly left to states and local com
munities.”38
In spite of Justice Black’s strong lecture to
the Internal Revenue Service, the trend is
towards more prosecution for income tax
evasion of people who may not be guilty of
any crime, but who engage in activities
frowned upon by some part of the population.
Examples which come to mind in this respect
are the prosecution of James R. Hoffa for
income tax evasion on legal fees paid by the
Teamsters Union and the investigation of
the Klu Klux Klan and its officers a few
years ago. Another use of the Internal Revenue
Service was demonstrated during the steel
price crisis several years ago. At that time the
late President Kennedy uttered the thinly
veiled threat to have the cost figures of the
steel industry investigated by the IRS and,
although President Johnson did not mention
this weapon in his test of strength with the

Conclusion
From the foregoing discussion it is obvious
that federal income taxes are increasingly used
for purposes other than the raising of revenue
to finance governmental activities. Many more
instances of tax provisions to accomplish other
ends could be cited, such as capital gains
treatment for stocks to further investments, the
income-splitting benefits for married couples
to reward marriage, (and now the new rules
on dependency exemptions to help divorced
fathers paying child support39), the deduct
ibility of mortgage interests and real estate
taxes to assist home-owners. But the examples
cited should be sufficient to prove the hypoth
esis stated in the beginning, namely, that
federal income taxation is a means to many
ends.

BINDING THE LEDGER
When invitations to the wedding of Dorothy Debit
agreed that the union of the two was inevitable.

and

Christopher

Credit

arrived

everyone

After all, they had been thrown together for many years. Every day they crossed Bank Bridge
where they visited momentarily before bouncing off to their various destinations. Dot Debit
usually arrived at Asset Avenue while Chris Credit's duties usually led him along Liability Lane.
Further, they frequently met for a little tete-a-tete on Receivable Road or Payable Place. However,
some days Dot spent her time riding the Expense Elevated while Chris soared on the Sales Subway.
Their differences, as Peter Profit
deplored Dorothy's delight in piling
much time racing for revenue. They
in spite of her spendthrift ways,
piling up debts.

pointed out to Lottie Loss, were certainly considerable. He
up expenses, while Lottie insisted that Christopher spent too
agreed, also, that Dorothy was great at accumulating property
and Chris, although making many sales, was no slouch at

Of course, there is that old saying that "opposites attract," and it was decided that the two
would stay in balance. After a short honeymoon at Taxpayers' Tavern situated on Bankruptcy
Bay, the happy couple will reside with Aunt Nettie Worth and keep her house in order.
Charma Leonard
Columbus, Ohio

9

